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Introduction
On July 5, 2001 , the European parliament threw out the proposed European takeover directive after more than 12 years of negotiations. The defeat of the directive means that, for the foreseeable future, individual country law remains preeminent in both domestic and cross-border business combinations in Europe.
German members of the European parliament were pivotal in the vote on the takeover directive. The German government, along with opposition parties, business organizations, and organized labor all welcomed the decision. German chancellor Gerhard Schröder expressed satisfaction about the demise of the European takeover directive, stating "Now
Germany can do what I'd proposed all along" (Financial Times, July 6, 2001 , "Berlin glee greets demise of EU takeover directive"). The Schröder administration quickly drafted a national takeover law.
The Takeover Act, which entered into force on January 1, 2002 , replaced the Takeover Code, which had been introduced in 1995 in a failed effort of self-regulation. Most significantly, the Takeover Act allows management to take defensive actions against unsolicited takeover bids on the condition that these actions are in the corporation's best interest. The law explicitly states that management may solicit competing bids in search of a "white knight." Also, the law gives shareholders the power to pre-approve defensive measures, which management may take at its own discretion within 18 months of such a shareholder resolution.
In the interim, the European Commission entrusted a group of experts with reviving the project of harmonizing takeover rules within the European Union. The Report of the High
Level Group of Company Law Experts on Issues Related to Takeover Bids, dubbed "Winter
Report" after the name of its chairman, Jaap Winter, was submitted to the Commission on Europe. The other mandate was to come forth with recommendations for modernizing corporate law and corporate governance in Europe. As this chapter was being written, the discussion of the report in academia and among policymakers was still underway. Much of the criticism has zeroed in on the proposed "one share, one vote" principle in takeover decisions and, related to that, the suggested breakthrough rule (Berklof and Burkhart, 2002; Bebchuk and Hart, 2002) . Under the breakthrough rule, upon acquiring 75 percent of the residual cash flow rights ("risk capital") of a corporation, a bidder would be able to gain full control over the corporation? regardless of the voting power this equity stake confers. The breakthrough rule would foil efforts of wealth-constrained founding families to retain control while their corporations expand? a subject to be discussed below.
National differences in corporate governance practices in Europe, such as board structures, shareholder structures, and labor participation rights, make it difficult to operate in the European cross-border mergers and acquisitions environment. Particularly thorny issues are "golden shares" and labor participation in corporate decision-making. Golden shares are equity stakes held by government authorities, mostly in industries that are of national interest, such as utilities (energy, telecom, water) and defense. Frequently, golden shares date back to the time when the companies in question were privatized. Although golden shares might not fully insulate companies from takeover attempts, they render the government pivotal to the outcome. Not surprisingly, governments tend to favor "domestic solutions" over cross-border takeovers? an uneven playing fiel d. What's more, companies that have issued golden shares tend to acquire aggressively, be it at home or abroad. First, the government stake expands the company's borrowing capacity through the implicit government guarantee on its debt as demonstrated by the steep borrowing of privatized European telecom providers in the late 1990s. Second, the diminished takeover threat lessens the penalty for squandering financial resources on over-expansion? the European telecom industry, again, being a case in point.
The widespread use of golden shares among its European neighbors was critical for Germany in causing the collapse of the proposed takeover directive in the European Mergers and Acqusitions -September 18, 2003 -Page 3 of 39 parliament? a proposal that had been mute on this issue. In the meantime, the European Court of Justice on June 4, 2002 , dealt a blow to the way the French and Portuguese governments at the time used golden shares to retain control over privatized companies, forcing these governments to rethink their practices. On the other hand, the court permitted a more restrained golden shares practice employed by the Belgium government, as reported by the Financial Times (June 5, 2002 , "Europe strikes a balance over golden shares"). Then, in a second verdict on May 13, 2003, the court ruled that golden shares practices in the United Kingdom and Spain violated the EU by restricting the free movement of capital. The new ruling makes it clear that golden shares are only permissible where they maintain a measure of control over essential pubic services and keep the government's role to a minimum (Financial Times, May 14, 2003 , "Court rules against 'golden shares'").
Another area in which the harmonization efforts of the European Union were struggling is labor participation in company decisions. On October 8, 2001 , after 31 years of negotiation, the European Union gave birth to the Societas Europea, or SE. The legislation, which will go into effect in 2004, allows companies that operate in more than one state of the European Union to establish as a single company under European Union law. The Financial Times (October 9, 2001 , "EU establishes European company statute") quotes Frits Bolkestein, the internal market commissioner, saying that the SE would "enable companies to expand and restructure their cross-border operations without the costly and time-consuming red tape of having to set up a network of subsidiaries."
European harmonization efforts notwithstanding, to date, individual country law dominates in both domestic and cross-border mergers and acquisitions in Europe. This chapter reviews the social setting and the regulatory framework for mergers and acquisitions or, more generally, for the transfer of cash flow rights on complex assets in Germany. We also provide a survey on takeover barriers. We stay clear of issues in flux, such as the current discussion of the Winter report. Descriptive statistical information we provide only to the degree necessary for characterizing critical attributes of the merger and acquisition activity in Germany. The interested reader may find extensive statistical data at <http://www.mergers-and-acquisitions.de>.
The Social Setting
For understanding the merger and acquisition activity in Germany, both in the opportunities they offer and the limits they are subject to, it is important to be familiar with the German way of doing business. Germany pursues a strongly consensus-oriented, egalitarian economic approach called Soziale Marktwirtschaft? a principle anchored in the country's constitution and shared by all quarters of society. This consensus-oriented business approach, which has been dubbed "Rhineland capitalism" in the financial press (most recently, Financial Times, July 10, 2002 , "Collapse of Babcock unravels Germany's way of doing deals"), makes transactions in the market for corporate control particularly intricate. In mergers and acquisitions, third parties are at risk of being expropriated of unenforceable claims? be they pecuniary or non-pecuniary. Most importantly, transfers of residual cash flow rights might adversely affect labor if workers' claims are not fully protected by law? a prospect where contracts are incomplete . A bidder who disregards the deeply ingrained preferences of German society for consensus, risks the takeover atte mpt being frustrated by resistance from organized labor or overt opposition from the government.
Two case studies may serve to exemplify the idiosyncratic characteristics of the German social environment for transfers of residual cash flow rights on comple x assets. said he expected the talks to be conducted "with the will to end the confrontation and reach a co-operative solution" (Financial Times, online edition, March 20, 1997, "Mediators chosen for German steel talks"). As the pressure mounted, Krupp put the bid on hold, agreeing to an eight-day truce during which the parties were to negotiate a merger of their steel subsidiaries.
March 24 was the day that 30,000 infuriated steelworkers were expected to take to the streets in front of Deutsche Bank headquarters in Frankfurt. The night before, Krupp scrapped the takeover plan, pledging in writing that it would not make any further bid for Thyssen. At the same time, the two parties consented on holding talks on combining their steel interests (Financial Times, March 24, 2002 , "Krupp drops bid for Thyssen"); the talks led up to a merger agreement on March 28.
In August, the public was taken by surprise when it learned that Krupp and Thyssen were holding talks about a full-fledged merger. The merger details were finalized in November and approved by the respective supervisory boards? that is, boards of non-executive directors? on January 22, 1998 (Thyssen), and February 5, 1998 (Krupp) .
Meanwhile, the public attention to the merger had all but died off. (Wenger and Kaserer, 1998) . In sharp contrast to this commonly held view, Jenkinson and Ljungqvist (2001) Even more delicate than the defensive attempts of the Mannesmann management was the €15 million "appreciation award" for Mannesmann CEO Klaus Esser, made to him by the compensation committee of Mannesmann's supervisory board on February 4, one day after Esser dropped his objections to the bid. Germany, in its corporate law, imposes strict fiduciary duties on management, rendering severance payments to the target's management ("golden parachutes") prone to prosecution and litigation (Beinert, 2000, § 345 Mannesmann case"). As this chapter was being written, the case was pending.
In the end, the Mannesmann management board was defeated by the company's shareholders, who overwhelmingly chose to tender. To many, the Vodafone-Mannesmann takeover dealt a debilitating blow to Deutschland AG? a presumably doomed economic concept that offers German corporations shelter from the chills of an unfettered market for corporate control. The Financial Times, on February 4, 2000, gave a telling description of the German post-Mannesmann takeover market, quoting an anonymous investment banker: "Germany's hitherto unbreachable corporate world has finally been broken and many are going to be licking their lips."
The Regulatory Framework
The regulatory framework for business combinations in Germany has seen significant The Federal Cartel Office must be notified of intended business combinations with German participation if the concerned enterprises in the latest completed fiscal year had sales (worldwide and consolidated) of more than €500 million or if at least one party had sales in Germany of more than €25 million. There are two exceptions to the notification requirement.
The first exception pertains to a business combination where an acquirer is not legally part of a group of enterprises and, at the same time, billed worldwide sales of less than €10 million during the latest completed fiscal year. The second exception applies to a business combination in a market that has existed for at least five years and had sales volumes of less than €15 million during the latest completed calendar year.
Upon notification of an intended business combination, the Federal Cartel Office must examine the case within one month's time. The Federal Cartel Office either moves on to an investigation (Hauptprüfverfahren) or the business combination may be consummated. If, during the investigation, the Federal Cartel Office does not disapprove of the intended business deal within four months of the original notification, the transaction may be executed.
The Federal Cartel Office must disapprove of a business combination if the transaction results in or strengthens a market-dominating position, unless the enterprises in question can demonstrate that the gain in market dominance is more than offset by an improvement of the competitive environment (Beinert, 2000, § 195 ). Then again, should the Federal Cartel Office indeed enjoin a business combination, the parties concerned may file a petition with the federal minister of economics (<http://www.bmwi.de>). The minister of economics may overturn the decision of the Federal Cartel Office if the intended business combination is in the country's economic or public interest (Beinert, 2000, § 197) . As of June 2001, there were sixteen petitions on record for the postwar period, six of them having been granted (Bundeskartellamt, 2001, p. 14) . Finally, the German Federal Cartel Office is incompetent in cases where European antitrust supervision applies. Note that the Restructuring Act does not provide for squeeze-outs. In other words, the interests of dissenting shareholders can only be converted against their will, but not acquired (Beinert, 2000, § 342 ).
Effective July 14, 1995, Germany implemented a Takeover Code (Übernahmekodex, <http://www.kodex.de>)? a code of conduct for bidders and targets in public tender offers.
The Takeover Code was drafted and watched over by the Börsensachverständigenkommission at the Ministry of Finance? a case of self-regulation akin to the UK Takeover Panel. 3 Like the UK City Code, the German Takeover Code called for mandatory tender offers? bids that investors are obligated to present to the residual shareholders upon obtaining control over the corporation. 4 Control was defined as manifest when an investor's equity interest conveys the majority of votes or, due to imperfect shareholder attendance, has represented 75 percent of the voting capital at all of the past three annual shareholder meetings. The code was last revised effective January 1, 1998.
It was in particular the mandatory tender offer stipulation that made corporations hesitant to sign the Takeover Code. This is because mandatory takeovers do not allow companies to hold significant equity interests in subcontractors as a means of protecting relation-specific investments (Kojima, 2000) . Not surprisingly, four of the former 30 members of the German stock market index DAX (BMW, Hoechst, Viag, and Volkswagen) never signed on; as of February 1999, only 68 of the DAX 100 companies had submitted to the code. What's more, referring to the poor acceptance and to numerous counts of violation The introduction of the Takeover Act entailed only one change, albeit a significant one, to the Stock Corporation Act ( § 327). Shareholders can now pass a resolution that transfers the shares of the residual shareholders to an investor that holds at least 95 percent of the corporation's equity capital; the residual shareholders are compensated in cash. This squeeze-out clause is a significant improvement over existing corporate law? a topic to be discussed in the following section.
Takeover Barriers
Barriers to takeovers or, more generally, to transfers of residual cash flow rights on complex assets can be broken down into two categories. First, there are impediments that are systematic in that they are common to all corporations in Germany of a given type. Second, there are hurdles that companies may install at their discretion. Again, note that management may take measures to try to ward off a takeover attempt, be it imminent or not, but management has the duty to act in the corporation's best interest (Beinert, 2000, § 379) . The permissive stance of the German Takeover Act toward defensive actions notwithstanding, because shareholders, creditors, and labor may be regarded as sufficiently protected by existing law, management may find itself at risk of being sued for serving its own interests when employing anti-takeover measures (Beinert, 2000, § § 350, 379) .
Barriers to transfers of residual cash flow rights that are systematic to public corporations in Germany originate predominantly from capital gains taxation, minority shareholder protection, qualified-majority rules, board entrenchment, and proxy voting.
Defensive measures that companies might take to deter potential acquirers from launching a takeover attempt are shares whose registration is subject to the issuer's approval, voting restrictions, dual -class stock, stocks with multiple voting rights, cross-shareholdings, and pyramidal shareholder structures. In what follows we provide an overview on these two categories of barriers to control changes at German stock corporations.
The taxation of capital gains at the full corporate tax rate in the past was a major reason for German financial institutions, most importantly large insurers (Allianz AG and Munich Re) and large universal banks (Deutsche, Dresdner, and Commerzbank), to hold on to their equity stakes rather than selling them. The present value from deferring the realization of capital gains in order to avoid their taxation often outweighed the potential gain from reallocating the financial resources to projects with higher net present value before taxes.
Effective January of a public corporation with a dispersed shareholder structure, the large universal banks taken together control the majority of votes. In fact, there have been instances when, as a group, the three largest universal banks at the time (Deutsche, Dresdner, and Commerzbank) cast the majority of votes at their own annual meetings? all due to proxy voting. 6 The degree to which proxy voting constitutes a takeover barrier is debatable.
Although banks exercise substantial amounts of proxy votes at annual meetings, little is known about how much power these votes confer and, if they do confer power, how banks use this lever. On one hand, it can be argued that proxy voting is derived, rather than genuine, voting power. That is to say, small shareholders rarely give banks voting instructions because the shareholders recognize that it is in their best interest to go along with the banks' announced voting behavior. The banks anticipate that, if they announced a voting behavior that suggested otherwise, the shareholders would issue voting instructions. In this case, then, proxy voting does not contain information that is not subsumed in the shareholder structure and, consequently, has no measurable impact of its own. On the other hand, it could be argued that proxy voting gives banks genuine voting power, simply because, to the small shareholder, the marginal cost of issuing voting instructions exceeds the marginal benefit , which gives rise to free riding. Again, proxy voting would then simply be the flip side of a dispersed shareholder structure, having no bearing of its own on the corporation. As the case may be, empirically, proxy voting seems immaterial for the conduct of the corporation and, as a result, may not constitute much of a takeover barrier. Gorton and Schmid (1998) , in an inquiry into the influence of proxy voting on the stock market valuation of the corporation, find no discernable impact. Jenkinson and Ljungqvist (2001) option. "Greenmailing" would only increase the incentive for copycat investors. Also, if financed with company funds, greenmailing is in violation of German corporate law (Beinert, 2000, § 341) . Taken together, nonvoting stock might be a welfare-enhancing countermeasure where qualified-majority rules are mandatory. Not surprisingly, nonvoting stock figures prominently with corporations controlled by the founding families.
Another possible departure from single -class stock is shares with mult iple votes.
Then again, German corporate law no longer allows the issuance of multiple -vote stock.
Multiple votes, where they exist, phased out by law on June 1, 2003 unless the shareholders voted otherwise (Beinert, 2001 , § 70). Attempts of management to engineer the corporation's shareholder structure are limited by the legal provision that seasoned offerings generally be endowed with preemptive rights. This stipulation holds both for shareholder preapproved offerings (shelf registrations), which management may execute at its own discretion, and instant seasoned offerings. In consequence, existing shareholders generally cannot be excluded from seasoned equity issues.
Then again, exclusion of preemptive rights, both for instant and pre-approved seasoned offerings, are possible if three legal requirements are met (Beinert, 2000, § 363) . First, shareholders authorize the share issue and the added-on exclusion of preemptive rights with a qualified major ity of 75 percent of the represented voting capital. Second, management submits to the shareholders in writing the reasons for the exclusion of preemptive rights.
Third, the exclusion of the preemptive rights is in the corporation's best interest. Then again, Beinert (2000, § 365) argues that, from a legal perspective, only in special circumstances would an exclusion of preemptive rights be justifiably in the company's best interest. In particular, so the argument goes, engineering of the corporation's shareholder structure is likely to violate management's fiduciary duties toward the company.
One of the boldest moves in crafting an indulgent shareholder structure was unsolicited takeover bids. Rather, these impediments to takeovers are artifacts of a financial system rooted in history that is inevitably highly path-dependent. Judging takeover barriers in isolation might lead to erroneous conclusions, as the case of dual-class stock in the presence of qualified majorities and private control benefits illustrates.
Conclusion
In the late 20th century, Germany made great strides toward establishing sophisticated financial markets. Between 1990 and 2002, the federal legislature passed four laws for the promotion of financial markets (Finanzmarktförderungsgesetze). These laws increased the incentive of corporations to disclose critical information to investors, improved the transparency in financial markets, and extended the range of financial transactions available to corporations and investors. As a result, the import of financial markets in the savings and investment process of the German economy increased.
The financial modernization process in Germany occurred during a time period characterized by soaring stock markets and torrid merger and acquisition activity, both in North America and Europe (Gaughan, 2002) . 
